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The Debate; 

Is the Efficient Market 
Hypothesis to blame for 
the Credit Crunch?

Is the Efficient Market Is the Efficient Market 
Hypothesis still valid?



Debate Issue #1; Are Prices Right?
Justin Fox on the EMH;

“a theory not just that market movements can't be reliably predicted but that 
prices are right. Here's Eugene Fama, in the famous efficient market paper 
he delivered in 1969 and published in 1970:

A market in which prices always “fully reflect” available information is 
called “efficient.”    (Eugene F. Fama, “Efficient Capital Markets:” The called “efficient.”    (Eugene F. Fama, “Efficient Capital Markets:” The 
Journal of Finance, May 1970, p. 383.)

*my underlining

Fox, Justin. The Myth of the Rational Market: A History of Risk, Reward, and Delusion on Wall Street. New York: 
HarperBusiness, 2009. 



Debate Issue #2;  Are Markets Predictable within Bounds?

Justin Fox;  

“The price-is-right combo of EMH and CAPM allowed finance 
professors to say much more than "we dunno." They may not 
have known exactly where a stock's price was headed, but 
thanks to CAPM they could confidently predict the bounds 
within which it would move. Thus armed they went on to within which it would move. Thus armed they went on to 
conquer the world, eventually transforming MBA curricula, 
legal thinking, corporate governance, financial regulation and 
many aspects of investment practice”

*my underlining



My Response

1. Prices fully reflecting all available information does NOT mean 
prices are ‘right’.  What is a ‘right’ price?

2. The existence of fat tails, i.e. extreme outliers is well known by 
academics.  Perhaps the industry chose to ignore this?

3. If anything, this market has proven, yet again, there are no free 3. If anything, this market has proven, yet again, there are no free 
lunches.  How many people called the crash?  The rebound?

And Finally; 

The financial industry never embraced the EMH’s main conclusion;

RISK AND RETURN ARE RELATED.  

AND, THAT IS THE CAUSE OF THE CREDIT CRUNCH



What the Efficient Market Hypothesis Does Say

• Prices are fair (at equilibrium) if news is incorporated 
quickly in prices

• Since news is unpredictable, so are prices

Prices are 
Random

Markets are 
Unpredictable

• Markets price by discounting aggregate expectations 
of the futureUnpredictable

Implications 

of the future

• Risk premiums vary through time

• Past prices no guide to future prices (technical)

• Research no help to future prices (fundamental)

• On average, higher returns come from higher risk

• No free lunches.



What the Hypothesis Does NOT Say

• Prices are correct, i.e. reflect true intrinsic value

• Mispricings don’t occur

Prices are Perfect

Markets are • Volatility should be low (shocks can’t occur)Markets are 
Predictable

Other Straw Men

• Volatility should be low (shocks can’t occur)

• Fat tails (extreme events) don’t exist

• The past will repeat itself

• Active manager outperformance is impossible

• Individuals will act rationally

• Value or small stocks don’t outperform



Model v Reality



Tests of the Efficient Market Hypothesis

• Event Studies
• Vast majority show prices reflect news quickly

• Active Manager Performance Studies
• Vast majority show average underperformance• Vast majority show average underperformance

• Global Socio-Political Experiment
• Vast majority of countries have market economies 

rather than centrally planned economies



Value Added of Active Management vs. Chance
Distribution of Multifactor t(alpha)
1,302 Managers
1962-1995

Manager 
t(alpha) 

Frequency

Random Bell Curve

• Manager added value is similar to 
randomness minus expenses.

• The distribution is “fat-tailed:” active 
management adds extra uncertainty.

• Managers with strong outperformance 
do not repeat; managers with strong 
underperformance do.
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What does the Efficient Market Hypothesis fail to explain?

Anomaly

1. Momentum  

2. Returns post earnings 

3. Insider trading 

Consensus of Academia

1. Failure

2. Failure

3. Failure3. Insider trading 

4. ‘Value’ Premium 

5. Bubbles

3. Failure

4. ‘gigantic, subtle, and still unsettled 
academic debate’*

5. Failure, but still impossible to predict

* Asness, Clifford. "The Value of Fundamental Indexing." Institutional Investor, October 19, 2006.



• Can’t tell whether managers are skilled or lucky  

• Joint Hypothesis Problem

• Externalities

Failures of Financial Science more generally

• Externalities

• No alternative model to the Efficient Market Hypothesis yet



Psychological theory that describes how investors fail to act 
rationally due to biases, including;

• Overconfidence
• Hindsight
• Familiarity
• Regret Avoidance, etc.

What about Behavioural Finance?

• Regret Avoidance, etc.

Accurately describes biases that drive individual behaviour, 
but…

“it really hasn’t shown in aggregate how it affects prices” 
(Myron Scholes, Nobel Prize 1997)



Active v Passive

The Real Question for Investors

Can I, or somebody I know, reliably predict 
enough superior performing investments, in enough superior performing investments, in 

advance, that will create excess return above 
the market, after costs?



Do Winners Repeat?
Subsequent Performance of Top 30 Funds
January 1999-December 2003 Subsequent Period

January 1999-December 2003 January 2004-December 2008

Fund Name Rank
Quartile 

Rank
Average Annual Total 

Return Rank Quartile Rank
Average Annual Total 

Rank
Rathbone Special Sits Inc 1 1 24.23 239 4 -10.52
GAM UK Diversified Inc 2 1 21.84 112 2 2.43
Fidelity Special Situations 3 1 16.74 7 1 6.95
Cavendish Opportunities Rtl 4 1 14.36 236 4 -6.92
Artemis UK Growth 5 1 13.27 172 3 0.98
Marlborough UK Equity Growth 6 1 12.92 229 4 -3.60
Solus UK Special Situations Inc 7 1 11.86 182 4 0.55
Schroder Recovery Inc 8 1 11.82 61 2 3.53
BlackRock UK Special Sits A Inc 9 1 10.95 24 1 5.45
Artemis Capital 10 1 8.79 161 3 1.34
St James's Pl UK & Gen Pro Inc 11 1 7.86 215 4 -1.81
Marlborough Quantock UK A Inc 12 1 7.41 197 4 -0.21
Fidelity UK Aggressive 13 1 6.56 22 1 5.88
Investec UK Special Sits A Inc 14 1 5.63 41 1 4.25
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Investec UK Special Sits A Inc 14 1 5.63 41 1 4.25
IP UK Growth Acc 15 1 5.62 93 2 2.80
AI UKR UK Growth SC1 16 1 4.52 194 4 0.08
HSBC UK Growth & Income R Inc 17 1 4.19 156 3 1.44
HSBC FTSE 250 Index Inc 18 1 4.16 62 2 3.53
Allianz RCM UK Mid Cap A 19 1 3.87 40 1 4.39
Sovereign Ethical Inc 20 1 3.29 234 4 -5.45
Family Charities Ethical Inc 21 1 2.79 219 4 -2.27
CS Alpha Growth R 22 1 2.67 167 3 1.14
AXA Framlington UK Growth Inc 23 1 2.62 113 2 2.41
Investec UK Alpha Acc 24 1 2.59 78 2 3.05
Insight Inv UK Dynamic Man R Acc 25 1 2.34 127 3 2.20
Liontrust Instl First Growth 26 1 2.28 34 1 4.99
SG UK Growth Ret Acc 27 1 2.08 222 4 -2.54
M&G Recovery A Inc 28 1 1.93 5 1 7.19
Martin Currie UK Growth A 29 1 1.90 179 3 0.69
New Star UK Strategic Cptl Acc 30 1 1.63 223 4 -2.80
Top 30 Funds Average Return 7.42 0.97
All Funds Average Return -0.03 1.99
FTSE All-Share Index -1.08 3.48
Number of Funds 149 239
Number of Top 30 Funds > FTSE All Share Index 30 9
Number of All Funds > FTSE All Share Index 71 63
FTSE All-Share Quartile 2 2
FTSE All-Share beats % of funds 52% 73%



Size and Value Effects Are Strong around the World
Percent p.a. in £

Value stocks are above the 30th percentile in book-to-market ratio. Growth stocks are below the 70th percentile in book-to-market ratio.
Simulations are free-float weighted both within each country and across all countries. UK and Europe data provided by London Business School/StyleResearch. US value 
and growth data provided by Fama/French. This material has been distributed by Dimensional Fund Advisors Ltd which is authorised and regulated by the Financial 
Services Authority.  Past performance is no guarantee of future results.



Value minus Growth UK Stock Returns
1957-2008
In GBP
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Small minus Large UK Stock Returns
1957-2008
In GBP
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The Dimensions of Stock Returns

THREE DIMENSIONS AROUND THE WORLD

• Equity Market
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SINGLE-FACTOR MODEL (CAPITAL ASSET PRICING MODEL)

R(t) - RF(t) = a + b[RM(t) - RF(t)] + e(t)
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Fama French Three-Factor Model
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THE MODEL TELLS THE DIFFERENCE BETWEEN INVESTING AND SPECULATING
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Analysing Small Cap and Value Tilts of UK funds
January 1999 - December 2008
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Conclusions for Investors

• Markets Work

• Risk & Return are Related

• Diversification is Key

• Asset Allocation Explains Performance

To invest successfully, buy and hold well 
diversified asset classes for the long term to 

capture returns from the capital markets. If you 
want higher returns, take higher risk.



What should investors do?

Justin Fox;  

“"That's easy. Buy and hold. Diversify. Put your money in 
index funds. Pay attention to the one thing you can control—
costs—and keep them as low as possible." 

Fox, Justin. "Is the Market Rational?" Fortune, December 3, 2002.



Daniel Kahneman, Nobel Laureate, 2002
Nobel Prize in Economics for work on Behavioural Finance

Question: 

So investors shouldn’t delude themselves about beating the market?

Answer: 

They’re just not going to do it. It’s just not going to happen.”

Interview in Orange County Register, “Investors Can’t Beat Market,” 2002



What should investors do?

“Most investors, both institutional and 
individual, will find that the best way to 

own common stocks is through an index 
fund that charges minimal fees.”fund that charges minimal fees.”

Chairman’s letter, Berkshire Hathaway Corp. 1996 annual report   www.berkshirehathaway.com

Warren E. Buffett
Chairman, Berkshire Hathaway Corp.



Comparison of Market Returns, Fund Returns and Investor Returns

US: 1983-2003

Measure Annual Return Growth of $1
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UK: 1992-2003
Measure Annual Return Growth of £1
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Performance Report: Matrix Book Balanced Portfolios 
Monthly: October 1999 – September 2009 in GBP 

Data Series Annualized Return (%) Annualized Standard Deviation (%)

100% Fixed Interest Strategy 4.47 1.43

20% Equity Balanced Strategy 4.94 3.95

40% Equity Balanced Strategy 5.27 7.99

60% Equity Balanced Strategy 5.47 12.05

80% Equity Balanced Strategy 5.53 16.08

100% Equity Balanced Strategy 5.44 20.05

FTSE All Share Index 2.54 17.98
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Growth of Wealth: Matrix Book Balanced Portfolios 
Annual: October 1999 – September 2009 in GBP
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Matrix Book Balanced Strategies:  
As at September 2009 (annualized returns in GBP, %) 

Fixed 20/80 40/60 60/40 80/20 Equity FTSE All

1 Year 0.97 4.41 7.53 10.31 12.70 14.66 10.80

3 Years 3.95 3.52 2.88 2.04 1.00 -0.25 -1.13

5 Years 4.29 5.34 6.26 7.04 7.66 8.13 6.71

10 Years 4.47 4.94 5.27 5.47 5.53 5.44 2.54

15 Years 5.12 5.88 6.53 7.06 7.47 7.76 7.26

20 Years 6.33 6.97 7.49 7.90 8.18 8.34 7.99

Annualized Return 
(Oct 88 - Sept 09)

6.69 7.46 8.13 8.69 9.13 9.45 8.92

Annualized Standard Deviation 
(Oct 88 - Sept 09)

3.62 4.92 8.63 12.80 17.09 21.45 17.94

Lowest One Year Return 0.97 -5.90 -14.88 -23.32 -31.42 -38.89 -34.36

Lowest Annualised Three Year Return 3.95 1.19 -2.44 -6.09 -9.74 -13.39 -15.35

Highest One Year Return 15.93 19.26 28.43 40.86 54.35 68.97 46.21

Highest Annualised Three Year Return 14.26 13.94 16.85 20.94 25.50 31.21 26.57

Growth of Wealth (1 pound)
(Oct 88 - Sept 09)

3.89 4.53 5.17 5.75 6.26 6.66 6.02



For more videos, Q&A, and analysis from Gene Fama and Ken French;
www.dimensional.com/famafrench/

For practical applications of these theories into real investments;
www.dimensional.com

LONDON
7 Down Street
London W1J 7AJ, United Kingdom
Phone: +44 (0) 20 7016 4500

AUSTIN

SANTA MONICA

CHICAGO

SYDNEY

VANCOUVER

www.dfauk.com

Samuel Adams
Dimensional Fund Advisors, Ltd

Voted #1 UK Fund Manager in Investment Planning


